China's gas price policies and reformideas

Ladi es and Gentl enen,

Good afternoon. | amvery pleased to have the opportunity to attend "The 3rd
China -US Gas and G| Industry Forum' and to discuss with you probl ens
concerning the two industries. Wth increasing attention being paid to
environnental protection and energy supply security in all countries, the globa
natural gas industry has devel oped rapidly. China has rich natural gas resources
whose exploration and utilization have great significance to inproving energy
structure, environnment quality and energy security. In the guidelines of the
10th five year plan, the Chinese government puts forward the strategic goal of
enphasi zing both oil and gas devel opnent. The construction and operation of the
project of transmitting gas fromwest to east China, Sebei-Xi ning-Lanzhou

pi pel i ne, and Zhongxi an-Whan pipeline will greatly pronote the growth of the
natural gas industry. Scientific and rational natural gas price policies wll
play a key role in developing China's natural gas industry. Next | amgoing to
deliver nmy presentation entitled <<China's Natural Gas Price Policies and Reform
| deas>>.

1. China's current natural gas price managenent situation

The current natural gas prices including well head prices and pipeline
transm ssion prices, are either fornulated by the governnent or under governnent
gui dance.

At present, well head prices consist of two prices for gas sold according to
pl an and outside plan sales. The prices of gas sold according to plan is

formul ated by government--responsi bl e departnments under the State Council. These
prices are divided into various categories such as feed stock for fertilizer
plants, residential, comrercial and other facilities. Prices of gas sales
outside the plan are fornul ated under governnent gui dance. Rel evant State
Counci | departnments formnmul ate the base price and fluctuation range, and buyers
and sellers can negotiate for the specific price accordingly.

The prices of pipeline transmtted natural gas are fornul ated by the government -
-responsi bl e departnents of the State Council. The principle for formulating the
prices is based on the follow ng factors: cost conpensation, reasonable profit,
conduci ve to market sales, and user affordability.

2. Wth the continuous devel opnent of China's natural gas industry, we have

explored and reforned the price policies for natural gas. 1In the 1970s and
1980s, China's natural gas output was quite low, and the prices were nainly
formul ated by the governnment. |In the early 1990s, to encourage nore production

of natural gas so as to solve the contradiction between supply shortage and | ow
prices, the "dual price" system was adopted for sales according to plan and
outside plan. Wth the devel opnent of China's natural gas industry, and the
formati on of the natural gas market, it is urgently needed to deepen reform and
to perfect the price-fornulati ng nechani sm of natural gas.

At present, the main problens in natural gas price managenment can be attributed
to the lack of a scientific, rational, and flexible pricing nechanism

1) The price managenment met hods need to be standardi zed. Wth the decrease of
sales within plan, the well head gas price based on the "dual price" system has
led to price increases. Users of the same category pay different prices



depending on if the supply is within the plan or not. This is a violation of the
principle of equal pay. At the same tine, the collection of purification fee in
addition to the price is not totally justified.

2) Currently, price is decided according to production cost. On the one hand,
there is a lack of cost constraint for the enterprises that are not pressured or
notivated to reduce cost. On the other hand, influenced by resource condition
and other factors, the production and operating costs of the enterprises have
gone up so nuch as to exceed the price.

3) The governnment-gui ded price fornul ati ng managenent |acks flexibility and the
negoti ati ng mechani sm bet ween supply and dermand. The prices do not respond to
the actual demand and supply situation in the market, thus fail to play the role
of encouragi ng enterprise production and gui di ng consunpti on.

I n deepening reformof the natural gas price fornulating mechanism we face the
foll owi ng main contradictions.

1) The high cost of gas exploration and transm ssion and the | ow user
affordability have to a certain extent constrained the exploration and
utilization of the natural gas market. China's gas output mainly consists of
associ ated gas. The gas fields usually have conplicated and difficult geol ogica
and ground conditions which have led to high upstream exploration cost. In the
meantime, China's natural gas reserves are mainly concentrated in the northwest,
sout hwest, and central regions which are far fromthe gas narkets concentrated
in the eastern and coastal areas with nore devel oped economy. Long di stance
transm ssi on between producti on and consunption |ocations also nmeans high cost.
Condi tioned by the econonic devel opment |evel, the chem cal industry is a nain
user of China's natural gas with fertilizer plants, which have | ow
affordability, using 40% of the total consunption. Civil usage only accounts for
20% of the total consunption. Only a small portion of gas supply is used for
power generation. The consunption structure of natural gas has constrained its
price increases. The contradiction between the high exploration and transni ssion
costs and | ow user affordability has becone a key one in price reform

2) The nonopolized regional narkets have constrained the conpetitive nmechani sm
Now natural gas exploration, production, transm ssion and sales in China are

mai nly conducted by three | arge state-owned conpani es-Petro China, SinoPec and
China O fshore Gl Corp. These three conpanies divide their gas and oi

expl oration, production, and operation on a regional basis, and their business
sel dom overlap with each other. Due to the | ack of conpetition, the narket
conpetitive mechanismis not brought into full play. This has led to the |ack of
i nnovation of the state-owned enterprises, and limted the use of new technol ogy
and financial input. It has also led to | ow service quality and | ack of
protection of consuner rights, thus inpaired the devel opment of the natural gas
mar ket .

3) Legislation on natural gas supervision has |agged behind. At present, China
has no | aws and regul ations on natural gas as needed by the market economy. The
| ack of the |l egal system and guarantee has led to great uncertainty in

gover nnment supervi si on and nmanagenent of the natural gas industry. Also the | ack
of scientific price formulating rules for natural gas producer price and

pi peline transm ssion price has cast doubts in the m nds of overseas investors.

Fromthe long termpoint of view, with the gradual opening of China's natura
gas market, the formation of a conpetitive market structure and the nationa
transm ssi on pipeline network, the government-formulated price will transformto



conpetitive market price. Gven the present |lack of full market conpetitive
mechani sm we plan to carry out the natural gas price reformin the follow ng
aspects.

1) Standardi ze price managenment. First, cancel the "dual price" system and

i mpl enent a single price. Second, make the purification fee part of the price.
Third, increase the price of well head gas so as to cover production cost. At
the sane tinme, transformthe pricing nodel based on cost, and consider rel ated
alternative energy prices in formulating conpetitive natural gas price.

2) Formulate rational prices for different kinds of users.

3) Establish a flexible pricing mechanism First, in areas with initial market
conpetition, switch from government-fornul ated price to governnent guided price,
and | eave the enterprises with some i ndependence in pricing to respond to narket
demand and supply changes. Second, gradually |iberalize the price for big users
of direct supply who have nultiple gas suppliers or alternative energy
resources. Their prices can be decided through negotiati ons between buyers and
sel |l ers.

Pi peline transmi ssion is nonopolized in nature, so for sone tine to cone the
transm ssion price will still be decided by the governnment. The Chi nese
governnment will draw up nore scientific and standardi zed transm ssion pricing
princi pl es and net hods; Encourage the enterprises to reduce investnment and
operation costs and ensure reasonable returns on the investnent so as to pronote
pi peline construction and neet the grow ng donmestic demand.

Actually, price reforns have already been carried out in formulating prices for
the West-to-East Gas Transm ssion project. The gas prices of the project are
cal cul ated not just according to the traditional cost factors, but nore

i nportantly according to the principle of equivalent alternative energy
resources. The affordability of various kinds of users in different regions are
anal yzed and cal cul ated. Gas prices of the project are conpetitive and
conparable with the prices of alternative energy resources in local markets. In
the future, the governnent will adopt even nore flexible regulating neasures for
the prices of the West-to-East Gas Transm ssion Project, give the enterprises
nore pricing i ndependence, and provi de nore negotiation opportunities for buyers
and sellers.
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